University of Mississippi

eGrove
American Institute of Accountants

Deloitte Collection

1939

Foreign operations and foreign exchange; Accounting Research
Bulletin, no. 04
American Institute of Certified Public Accountants. Committee on Accounting Procedure

Follow this and additional works at: https://egrove.olemiss.edu/dl_aia
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Committee on Accounting Procedure, "Foreign
operations and foreign exchange; Accounting Research Bulletin, no. 04" (1939). American Institute of
Accountants. 332.
https://egrove.olemiss.edu/dl_aia/332

This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for
inclusion in American Institute of Accountants by an authorized administrator of eGrove. For more information,
please contact egrove@olemiss.edu.

Accounting Research
BULLETINS

No. 4

December 1939

(Special)

Foreign Operations
and

Issued by the Committee on Accounting
Procedure, American Institute of Accountants,
13 East 41st Street, New York, N. Y.

Foreign Exchange

Copyright 1939 by American Institute of Accountants

INTRODUCTORY NOTE
URSUANT

P

to a resolution of the executive committee adopted at a

meeting held October 19, 1939, the committee on accounting procedure and the research staff have considered the question of treatment
of foreign business operations of United States corporations in view of
the present disturbed conditions.
Since it was necessary that the statement on the question should be
issued promptly the committee has restricted its consideration to the
questions most immediately at issue. It still has under consideration a
number of related questions, such as treatment of valuation reserves in
general.
The committee and the research department have carefully examined the available literature, including memoranda issued by a
special committee of the Institute in 1931 and 1933 (which seem to call
for no substantial modification), and have discussed the subject with
accountants and others actively engaged in practice in which such
questions frequently arise. A statement by the committee is accordingly submitted.
For convenient reference the statements of 1931 and 1933 are reprinted at the end of the present statement.
FOREIGN O P E R A T I O N S A N D FOREIGN EXCHANGE

Treatment of Earnings and Assets
1. The disturbed conditions abroad, and the uncertain future, make
it necessary to reconsider the accounting treatment of assets, liabilities, losses, and gains involved in the conduct of foreign business, and
included in the financial statements of United States companies.
It is clear that in many cases in which statements of foreign subsidiaries have been consolidated with statements of United Stales
companies this practice can no longer be followed.
2. While there are comparatively few countries with unrestricted
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currency and exchanges, yet it is also true that many companies arc
doing business with foreign countries having varying degrees of restriction; in some cases they are carrying on all operations hitherto
regarded as normal, including the transmission of funds. Furthermore, some important countries are on a permit basis, the operation
of which in a given case cannot be predicted.
3. As to earnings, a safe rule for United States companies to follow
would be that in their own accounts earnings from foreign operations
for the current year should be shown only to the extent that actual
remittances for them had been received in the United States. Provision should be made also for known losses of subsidiaries. In other
words, the position shown should not be made better by the omission
of foreign results.
Any earnings to be reported beyond the amounts already received in
the United States should be carefully considered in the light of all the
facts. The amounts should be disclosed if they are significant and they
should be reserved against to the extent that their realization in dollars
may be doubtful.
4. As to assets held abroad, the accounting must take into consideration the fact that most foreign assets stand in some degree of jeopardy,
so far as ultimate realization by United States owners is concerned.
Furthermore, the possibility of these risks and restrictions being extended must be faced.
5. In these conditions it is important that especial care be taken in
each case to make full disclosure in the financial statements of United
States companies of the extent of foreign items there included.
Consolidation of Foreign Subsidiaries
6. The following procedures are among the possible ways of providing adequate disclosure of information relating to foreign subsidiaries:
(a) To exclude foreign subsidiaries from consolidation and to
furnish: (1) statements in which only domestic subsidiaries
would be consolidated; and (2) as to foreign subsidiaries, a summary in suitable form of their assets and liabilities, their income
and losses for the year, and the parent company's equity therein.
The aggregate amount of investments in foreign subsidiaries
should be shown separately, and the basis on which the amount
was arrived at should be stated. If these investments include
any amount of surplus of foreign subsidiaries and such surplus
had previously been included in consolidated surplus, the
amount should be separately shown or earmarked in stating the
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consolidated surplus in the statements here suggested. The
exclusion of foreign subsidiaries from consolidation does not make
it permissible to include inter-company profits which would be
eliminated if such subsidiaries were consolidated.
(b) To consolidate domestic and foreign subsidiaries as hitherto,
and to furnish in addition the summary described in (a) (2)
above.
(c) To furnish: (1) complete consolidated statements, and also (2)
consolidated statements for domestic companies only.
(d) To consolidate domestic and foreign subsidiaries as hitherto,
and to furnish in addition parent company statements showing
investment in and income from foreign subsidiaries separate
from those of domestic subsidiaries.
Any of the foregoing statements, or other alternative statements, which
include earnings of foreign subsidiaries, should be prepared with due
regard for paragraphs 3 and 7.
Losses and Gains o n Foreign Exchange
7. Realized losses or gains on foreign exchange should be charged
against or credited to operations.
Provision for declines in conversion value of foreign net current and
working assets should be made and shown separately.
In considering whether such a provision should or should not be deducted in arriving at the amount of net income for the year from
which the net income per share is ordinarily computed, it must not be
overlooked that if the amount of the provision is relatively large, the
balance shown before making the deduction, the deduction itself, and
the balance after making the deduction are all significant. It is desirable that investors should consider the component elements of net
income and surplus changes and should be given reasonable information to enable them to do so, and that they should not be encouraged
to attach undue importance to a single figure.
Where a corporation publishes a continuous statement of income
and surplus, the situation can be met by showing the income before
and after the deduction of the provision and refraining from describing
either figure as "Net Income for the Year" without amplification of
the expression.
Where the corporation's practice is to carry the balance of income
to a separate surplus statement, either (1) the provision should appear
as a charge in the income statement, the balance before and after the
charge perhaps being shown, or (2) if the amount and the circumstances are such that this would seriously impair the value of the in31
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come statement as an indication of earning capacity, and the charge
for that reason is made to surplus, a clear disclosure of the treatment
should appear in a note in the income statement.
The preceding statement entitled "Foreign Operations and Foreign Exchange" was unanimously
adopted by the twenty-two members of the committee.

FORMER STATEMENTS REPRINTED
F L O W are reprinted * the statements of a special committee of the
Institute, issued in 1931 and 1933.
MEMORANDUM ON ACCOUNTING FOR FOREIGN EXCHANGE GAINS

After consideration of accounting problems related to the decline of
the dollar on foreign markets during recent months, the Institute's
special committee on accounting procedure has prepared a supplement to its memorandum of December, 1931, dealing with foreignexchange fluctuations in accounts.
The problem presented at that time was to account properly for
foreign-exchange losses due to the decline of foreign monies in relation
to the dollar. The present difficulty centers about the treatment of
profit-on-exchange items which may be of a purely transitory nature
because of the unstable condition of the international money market.
The report here submitted has not been considered by the council
nor by the executive committee and therefore has not the official endorsement of the Institute. Its recommendations, representing the
personal opinion of the members of the special committee, are offered
in the hope that they may be helpful in the preparation of year-end
statements for corporations with subsidiaries abroad.
The text of the report is as follows:
In view of the exceptional conditions affecting foreign exchange transactions at the present time, the special committee on accounting procedure considers it opportune to submit the following notes supplementing the memorandum on foreign exchange prepared in December, 1931:
The general principles of accounting applicable to the foreign exchange
situations, as set forth in the original memorandum, have naturally not been
changed. It is correct practice to show the value of net current assets at the
rate of exchange prevailing at the date of the balance-sheet, but certain
points must be kept in mind.
The application of these principles will at the present time generally result
in an increase in the net worth of a corporation as stated in dollars, but it will
* From Bulletin of the American Institute of Accountants, No. 117, January 11, 1934.
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be impossible, in the case of many corporations carrying on business abroad,
to convert all the assets expressed in currency into physical dollars, due, in
part, at least, to the impracticability of turning net current assets situated
abroad into cash.
Attention is called to the fact that, particularly where manufacturing or
trading branches (as distinguished from branches engaged entirely in selling)
are maintained in foreign countries, there must always remain in such countries net current assets which cannot be converted into dollars at reasonably
short notice.
Bearing this in mind, it is desirable to recommend strongly to clients that
during such a period as the present, when rates seem liable to a considerable
future fluctuation, either upward or downward, any apparent increase in the
net worth arising from the classes of assets referred to in the preceding paragraph should be carried to a suspense account until exchange has become
more stabilized or it is reasonably safe to assume that future fluctuations of
exchange will tend permanently to increase the net book worth in dollars of
the concern under review.
Furthermore, when dealing with such assets, other basic principles should
not be violated. Of course, inventories should be valued at cost or market,
whichever was lower, and the cost of such inventories, as affected by exchange
variations should be borne carefully in mind; when the goods in question are
manufactured abroad and it becomes necessary to express the cost in dollars,
unless the period of manufacturing and the basis of costing are carefully considered from every angle, including the correct relative rate of exchange,
errors of principle may easily occur.
In times like the present, "blocked" cash, not available for the company's
normal operations in the country where it is blocked, should also be considered carefully. It would appear desirable to take such monies out of current
assets and not to take into profit-on-exchange the apparent gain that might
arise from converting the nominal quotation into dollars, even though the
client has taken into earnings exchange "gain" on other assets.
It should also be noted that where there are losses through the conversion of
net liabilities existing in a foreign country, such losses should be provided for
out of operations.
Since at the time of the fall of many foreign currencies in 1931 it was fair
and proper in the case of American companies adversely affected, to state as a
special item of loss the loss occasioned by countries abandoning the gold
standard, conversely, at this time it is important to insist that any items which
may properly be carried into the income account should be shown separately
in that statement, so far as such gain is in excess of normal exchange earnings.
This paragraph is not intended in any way to weaken the recommendation of
the committee made earlier in this memorandum to the effect that clients
should be advised to retain in "suspense account" profits that are merely
book increases.
It is realized that where there is a steady tendency of decline, as has been
the case during the past year in the dollar exchange rates, it is not practicable
to state exactly the gain occasioned by these fluctuations, as was possible with
regard to exchange losses in many cases in 1931. Each case will necessarily be
considered individually, and the best available methods to determine a
33
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reasonable estimate for the special gain accruing to the company should be
utilized.
Special committee on accounting procedure:
J . H . STAGG, Chairman, WM. H . BELL, H . B. FERNALD,
P . W . R . GLOVER, VIVIAN HARCOURT.

December 27, 1933.

This memorandum should be considered in conjunction with the
1931 report, which is reprinted here for the convenience of members:
"The meetings of the special committee on accounting procedure held during the month of November have been devoted to the consideration of the
question of foreign exchange. The committee realizes that there is considerable discussion in financial circles as to the correct method of stating in forthcoming accounts of American corporations the consolidated results of their
business conducted in foreign currency, having regard to the numerous and
severe fluctuations in foreign exchange that have occurred during the year.
It believes that members of the American Institute of Accountants might find
it helpful to have the underlying principles affecting such accounts restated
briefly as an aid in answering inquiries which undoubtedly will be made to
them on this question.
BALANCE-SHEET

"Fixed assets should be converted into dollars at the rates prevailing when
such assets were acquired or constructed. Where large units are purchased for
American dollars the American dollar cost will, of course, be used. If, however, the purchase is made in some foreign currency then the cost of the fixed
assets should be the equivalent of the amount of foreign currency* in American dollars, at the rates of exchange prevailing at the time payment is made.
In consolidated accounts, the depreciation charged on fixed assets should be
kept strictly on the American dollar cost, even though for purposes of local
taxation it may be impossible to show the full currency equivalent on the
foreign statements.
"An example of this would be where a plant had been erected in France at
the cost of Frs. 1,000,000 when such Frs. 1,000,000 was equivalent to $200,000.00. Assuming an average rate of 6 per cent, depreciation of $12,000
should be provided for in the consolidated accounts (both balance-sheet and
income account), even though there could be taken up on the French records
only Frs. 60,000, or the equivalent, at the present rate of exchange, or $2,400.
"Cash, accounts receivable and other miscellaneous current assets should
be converted at the rate of exchange prevailing on the date of the balancesheet, unless protected by forward exchange contracts.
"Inventory should follow the standard rule of market or cost, whichever is
lower in dollars. Where accounts are to be stated in which the question of foreign exchange enters and the inventory is not treated as an ordinary current
asset and converted at the rate of exchange prevailing on the date of the balance-sheet, the burden of proof should be on the client.
"There are, however, undoubtedly many cases where the cost or a portion
* Throughout this memorandum currency is used in the sense of local currency as
opposed to dollar assets or commitments.
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of the cost of an article was incurred when the foreign currency was at a substantially higher rate of exchange than existed on the closing day of the financial period. In many cases such an asset could not be replaced for the amount
in currency at which it appeared in the records of the local branch or subsidiary company. In some cases the market price in currency would undoubtedly have been increased since the fall in exchange, and it would be inequitable to treat 'the lower of market or cost' as a mere conversion at the closing
rate of the currency cost price, where the article could now be replaced only
at a much higher amount in currency. Where the market price obtainable in
dollars, after deducting a reasonable percentage to cover selling and other
local expenses, exceeds the cost price of the article in dollars at the rate prevailing as of the date of purchase, such original dollar equivalent may be
considered as the cost price for purposes of inventory.
"Current liabilities payable in foreign currency should be converted into
dollars at the rate of exchange in force on the date of the balance-sheet.
"Long-term liabilities should not be converted at the closing rate, but at
the rate of exchange prevailing when the liability was actually contracted.
This is a general rule, but exceptions might exist in particular cases: for example, where there are assets receivable over a term of years, which are converted at the current rate, particularly where such assets could be applied to
the retirement of such liabilities.
"As a case in point, assume a corporation had a series of bonds to be retired
in ten equal annual payments in currency and corresponding receipts from
assets sold on the deferred-payment system, falling due at or about the same
time as the payments due to the bondholders, then such offsetting items might
reasonably be carried at the same rate of exchange.
PROFIT-AND-LOSS STATEMENT

"A loss arising through a fall in foreign exchange is a risk incidental to foreign business, and should be a charge to operating accounts and not a charge
to surplus; however, in such a year as the present, the item will be a substantial
one in many cases and may be stated separately in the published accounts of
a business, if so desired. All businesses engaged in foreign trade have what may
be considered normal exchange differences which would properly be included
under the ordinary captions. It is probably impossible to formulate an absolute
general rule to cover the determination of the amount of special loss on foreign exchange during such financial periods as are now closing.
"Where a loss could be considered as occurring to a large extent within
two or three days through the country in which business is being conducted
suspending or abandoning the gold standard, a fair measure of the loss might
be taken by calculating the fall in the dollar equivalent on the net current
assets carried in such depreciated currency, as outlined above. In other cases,
the special loss may fairly be determined by a similar calculation at the end of
the fiscal period, but in this case an adjustment may be desirable if remittances
from currency to dollars have been markedly below or in excess of the normal
operations subsequent to such fall in exchange.
"Where a definite loss could not be established, afigurebased on the average expense which has been incurred through exchange during recent periods
might be considered as a fair charge to usual or normal operations, and the
remainder of the loss on exchange for the entire financial period treated as the
special loss.
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"In cases of foreign branches or subsidiaries, corporations conducting their
business in foreign currencies, (buying, selling and manufacturing) operating
statements should be converted preferably on the average rate of exchange
applicable to each month, where there have been wide fluctuations in exchange or if this will involve too much labor on a carefully weighted average.
"It will be appreciated that the foregoing is nothing more than a brief
resume of the generally accepted principles pertaining to the treatment of foreign exchange as applied to the statements of accounts of American corporations. In practice it will be found that absolute definite information will, in
some cases, be missing, in which case considerable care should be used to
determine a reasonable average to be applied.
"On the treatment of foreign exchange in accounts many admirable volumes have been published, but an excellent brief resumé was noted by the
committee in the paper read by Mr. Cecil S. Ashdown at the annual meeting
of the Institute held in Chicago, September, 1922, and published the following month on page 262, volume XXXIV of The Journal of Accountancy
Special committee on accounting procedure:
J . H . STAGG, Chairman, WILLIAM H . BELL,

P . W . R . GLOVER,

V I V I A N HARCOURT, W A L T E R A . STAUB.

NOTES
7. Accounting Research Bulletins represent the considered, opinion
of at least two-thirds of the members of the committee on accounting
procedure, reached on a formal vote after examination of the subject
matter by the committee and the research department. Except in cases in
which formal adoption by the Institute membership has been asked and
secured, the authority of the bulletins rests upon the general acceptability of opinions so reached. (See Report of Committee on Accounting Procedure to Council, dated September 18, 1939.)
2. Recommendations of the committee are not intended to be retroactive, nor applicable to immaterial items. (See Bulletin No. 7, page 3.)
3. It is recognized also that any general rules may be subject to exception; it isfelt, however, that the burden of justifying departure from
accepted procedures must be assumed by those who adopt other treatment. (See Bulletin No. 7, page 3.)
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